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The Lessee As De Facto Purchaser
by Howard Godfrey
In 1980, corporations were ex­
pected to save $16 billion as a result 
of the investment credit, leaving net 
income taxes of $71 billion.1 The in­
vestment credit can be an important 
step in reducing income taxes, pro­
vided the taxpayer meets the 
detailed requirements of the law.
The credit may be claimed when a 
taxpayer purchases or leases 
qualifying property. The law related 
to the credit is far more restrictive for 
property used under a lease 
arrangement than for property that is 
purchased. The benefit of the credit 
may be partially or totally lost if the 
restrictions are not given adequate 
consideration. However, if a lease 
has certain characteristics, the 
lessee is treated as a purchaser of 
the property and the restrictions on 
investment credit for leased property 
are inapplicable. Some of the prob­
lems associated with the investment 
credit for leased property are dis­
cussed in the article.
Property Qualifying for the 
Investment Credit
The Internal Revenue Code pro­
vides the investment credit for cer­
tain property having a useful life of 
at least three years. The credit ap­
plies only to property on which the 
taxpayer is allowed depreciation, or 
amortization in lieu of depreciation. 
Finally, the credit is limited to: (1) 
tangible personal property, (2) cer­
tain other tangible property not in­
cluding buildings and their struc­
tural components, (3) certain eleva­
tors and escalators, (4) certain 
agricultural or horticultural struc­
tures, and (5) some building 
rehabilitation expenditures.2
A close reading of the preceding 
paragraph suggests that a lessee is 
not allowed any credit on leased 
property, because the lessee is not 
allowed to depreciate such property. 
However, there is an exception to the 
general rule that allows a lessor to 
treat the lessee as purchaser of the 
property.3 The lessor may elect to 
pass part or all of the credit to the 
lessee.4 This election provides flex­
ibility so the credit can be made 
available to the party who can get 
the most benefit from it.5
Limitations on Pass Through 
of Credit
Two provisions limit the credit 
which a lessee can obtain by leasing 
property. First, the credit can be 
passed to the lessee only if the prop­
erty is new section 38 property.6 
Second, in computing the credit the 
lessee uses the life which the lessor 
uses for depreciation purposes.7 The 
impact of the second limitation can 
be explained with the following:
New equipment costing $12,000 
is acquired by a leasing com­
pany and immediately leased to 
ABC Company for five years, 
with ABC Company given the 
option to purchase the equip­
ment at the end of the lease. 
The lessor elects to pass the in­
vestment credit to the lessee. 
The equipment has a service 
life of ten years. The lessor will 
dispose of the property at the 
end of the lease, either through 
exercise of the purchase option 
by the lessee, or by regular sale 
of the equipment. In computing 
depreciation, the lessor will use 
an estimated life of five years. 
ABC plans to exercise the op­
tion and continue using the 
property for an additional five 
years.
In this example, even though ABC 
Company plans to use the property 
for ten years, it must use a five year 
life in computing the credit.
The limitation on the life of the 
property is important. The total cost 
of property qualifies for the invest­
ment credit only if the property has 
an estimated life of at least seven 
years. Only two-thirds of the cost of 
the property qualifies if the life is five 
or six years. The fraction is one-third 
if the life i, three or four years.8 In the 
example above, the use of a five year 
life by the lessor limits the lessee’s 
qualifying property to two-thirds of 
its cost. Thus, ABC Company claims 
the credit only on a cost of $8,000. 
The other $4,000 investment does not 
qualify for the credit.9
Purchase of Leased Property 
by Lessee
Variations in Amount of Credit 
Passed Through—The credit 
claimed by a lessee will vary de­
pending on the circumstances. If the 
lessor elects to pass the credit 
through to the lessee and uses a 
depreciable life of seven years or 
more, the lessee may get full benefit 
of the credit.10 If the lessor uses a 
depreciable life of six years or less, 
the lessee’s credit will be limited as 
described above. If the lessor elects 
to retain the credit, none of the credit 
will be available for the lessee. In 
either of these situations, a taxpayer 
who leases property and subse­
quently purchases that property 
needs to know the tax consequences 
of the purchase.
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The substance of a contract, 
rather than its form, is the 
basis of tax law related to 
leases.
New Section 38 Property—The 
statute allows the credit on new sec­
tion 38 property placed in service by 
the taxpayer during the year. 
Assume a lessee of new property 
fails to get the full benefit of the in­
vestment credit either because of the 
limitation related to the property’s 
depreciable life to the lessor, or 
because of the lessor’s failure to 
pass the credit to the lessee. Assume 
also that the lessee exercises an op­
tion to purchase the property within 
a short time after entering into the 
lease agreement. The lessee would 
seem to be placing in service new 
section 38 property, particularly if 
the lessee begins using the property 
and exercises the option in the same 
year.
The Internal Revenue Service was 
asked for advice about a case in 
which a taxpayer leased new section 
38 property, properly received the 
pass through of investment credit, 
and later purchased the property 
from the lessor. According to the IRS 
the lessee is treated as the 
purchaser only for purposes of sec­
tion 48(d) which permits the pass 
through of the investment credit. For 
other purposes, the lessor is con­
sidered the purchaser and original 
user. “In the instant case, the origi­
nal use of the property commences 
with the lessor in its leasing opera­
tions. Therefore, since the original 
use did not commence with the tax­
payer, the property is not ‘new sec­
tion 38 property’ when purchased 
and placed in service by the tax­
payer.”11 The result would be the 
same whether the equipment is pur­
chased in the same year in which the 
credit is passed to the lessee or in a 
subsequent year.
Used Section 38 Property—Sub­
ject to certain limitations, the invest­
ment credit is allowed for used sec­
tion 38 property placed in service. 
However, the exercise of a purchase 
option by a lessee is not considered 
an acquisition of used section 38 
property. According to the regula­
tion: “... where the lessee has been 
leasing property and subsequently 
purchases it (whether or not the 
lease contains an option to 
purchase), such property is not used 
section 38 property with respect to 
the purchaser because the property 
is being used by the same person 
who used it before acquisition.”12 
This causes harsh consequences 
where a lessor retains the credit, and 
later the credit is fully recaptured 
because of early disposition of the 
section 38 property. In such case, the 
benefit of the credit is not enjoyed by 
either the lessor or the lessee.
Tax Court Support of IPS Posi­
tion—The Tax Court recently sup­
ported an IRS interpretation of the 
statute.13 In the years 1971 through 
1973, a taxpayer entered into rental 
agreements for four items of equip­
ment to be used in the taxpayer’s 
construction business. The invest­
ment credit was not passed to the 
lessee. In 1972 and 1973, the tax­
payer elected to purchase all four 
items. Two of the items were rented 
and then purchased in the same tax 
year. The taxpayer claimed the cred­
it on all four items. The IRS con­
ceded that the equipment was sec­
tion 38 property. The taxpayer con­
ceded that the equipment was not 
used section 38 property, because of 
the regulation cited above. The tax­
payer contended that the property 
was new when he first used it, so he 
should be considered to have placed 
in service new section 38 property. 
The Tax Court agreed with the Com­
missioner that the lessor, not the 
lessee, placed the property in serv­
ice. Thus, the lessee was not entitled 
to any investment credit as a result 
of purchasing the equipment.
Lease vs. Installment 
Purchase
In the ABC Company example pre­
sented earlier, the lessee claims a 
limited amount of investment credit 
at inception of the lease, and 
receives no additional credit when 
the purchase option is later exer­
cised. Taxpayers in similar circum­
stances may be happy to get some 
credit, even though it is less than 
would be available if the property 
were initially purchased rather than 
leased. After all, these taxpayers 
receive a credit without actually ac­
quiring depreciable property. Closer 
analysis may reveal that this is an in­
accurate view of the situation. 
Assume the contract is noncancel­- 
lable and the option price is nominal 
in relation to the expected value of 
the property at the expiration of the 
lease. In that case, the leased prop­
erty will be reported in the financial 
statements as an asset because the 
accountant views the contract as an 
installment purchase.14 Does this 
viewpoint of the transaction also ap­
ply for tax purposes? The answer to 
this question is best seen by tracing 
the development of some legal con­
cepts related to leases.
Judicial and Legislative 
Attention to Substance Over 
Form
Supreme Court Decision on Lease 
Contract—In 1876, the U.S. Supreme 
Court was called upon to decide 
whether a particular lease arrange­
ment was in reality a lease or a sale 
of property. Illinois law provided that 
a vendor could retain a lien on prop­
erty only by recording the lien in ac­
cordance with the Chattel Mortgage 
Act. Conant and Company obtained 
the use of a locomotive engine 
through a lease arrangement. The 
lease contract required payment of 
rent totaling $12,093.96 over a period 
of one year. After making the last 
rent payment, Conant and Company 
was to receive title to the engine. The 
lessor did not record a lien on the 
property. During the term of the lease 
the engine was sold by a court to 
satisfy creditors of Conant and Com­
pany. The lessor claimed that the 
engine could not be sold in this man­
ner because Conant and Company 
was a lessee, not a purchaser. The 
Supreme Court stated: “Courts will 
always look to the purpose to be at­
tained by the contract rather than the 
name given to it by the parties in 
order to determine its real 
character.”15 The court then ruled 
that Conant and Company had ac­
tually bought the engine. The vendor 
had failed to comply with the Illinois 
Chattel Mortgage Act. Thus, the sale 
of the engine to satisfy creditors of 
Conant and Company was appropri­
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ate. This policy of considering the 
substance of a contract rather than 
its form was the basis for later 
development of tax law related to 
leases.
Early Income Tax Law—Beginning 
with the Revenue Act of 1913, the law 
has provided that taxpayers may 
deduct depreciation on business 
property in computing taxable in­
come. This act also allowed deduc­
tions for “ ... rentals or other pay­
ments required to be made as a con­
dition to the continued use of or 
possession of property.”16 At that 
time the law did not explicitly recog­
nize the problem of taxpayers 
purchasing property through lease 
financing agreements. With the 1916 
Revenue Act, Congress revised the 
sentence to read “ ... rentals or 
other payments required to be made 
as a condition to the continued use 
or possession of property to which 
the corporation has not taken or is 
not taking title, or in which it has no 
equity.” [Emphasis added]17 Where 
rental payments are large enough to 
build up equity in the leased proper­
ty, the government can require the 
taxpayer to capitalize the asset and 
deduct depreciation and interest 
rather than lease payments. This 
reclassification may increase tax­
able income in the early years of the 
lease contract.
Decision of Board of Tax Ap­
peals—The Board of Tax Appeals 
considered a case involving the 
lease vs. purchase question in 
1928.18 The taxpayer had entered 
into a lease contract in 1921 for 
some machines having a value of 
$26,650 at the inception of the lease. 
The taxpayer made rental payments 
of $24,000 over the thirty month 
lease, and then exercised the option 
to buy the property for $5,677.26. 
Although the lease term was only 
thirty months the lessee was using 
the machines five years after enter­
ing into the lease cotract. The Board 
of Tax Appeals disallowed the 
deduction of lease payments 
because the lessee was building 
equity in the leased property. For 
decades, guidance in classifying 
lease contracts as leases or 
purchases was found in case law.
Original IRS Guidelines for 
Classification of Leases—In 1955, 
the IRS issued a revenue ruling con­
taining guidelines for determining 
whether a contract is actually a 
lease or an installment purchase.19 
The ruling draws heavily from a 
number of court cases involving the 
controversy. Among the charac­
teristics suggesting that a contract 
is an installment purchase are:
1. rental payments materially ex­
ceeding fair rental property,
2. transfer of title upon payment 
of all rental payments required 
by contract,
3. an option price which is 
nominal in relation to the ex­
pected value of the property at 
expiration of the lease, and
4. rental payments and an option 
price which together approxi­
mate
(1) the price at which the 
property could have been 
purchased plus.
(2) interest or carrying 
charges.
When a taxpayer leases property 
with a contract containing one of 
these provisions, the IRS may re­
quire the taxpayer to capitalize and 
depreciate the property. The in­
troduction of the investment credit in 
1962 added to the significance of 
deciding whether a contract is a 
lease or a purchase. This is seen in a 
quote from a decision of the Tenth 
Circuit Court of Appeals: ”... the 
person who has the depreciable in­
terest is the one who can claim the 
credit.”20 Before enactment of the 
credit, taxpayers frequently 
preferred to view the agreements as 
leases where the lease payments ex­
ceeded depreciation and interest in 
the early years of the contracts. Now, 
taxpayers often find it desirable to 
structure leases so that they have 
depreciation and interest deduc­
tions, and the investment credit as 
well.
IRS Clarifies the Tax 
Consequences
In 1972, the IRS issued a ruling 
that explained the tax treatment of a 
transfer of section 38 property under 
a lease arrangement which is in sub­
stance a sale of personal property.21 
The rents received by the lessor are 
actually payments of part of the 
sales price and interest. Gain on the 
sale is recognized subject to the pro­
visions of sections 1231 and 1245 of 
the Code. The transaction is a dis­
position of section 38 property, thus
. the person who has the 
depreciable interest is the one 
who can claim the credit.”
subjecting the lessor to possible 
recapture of investment credit. The 
lessee is not entitled to a deduction 
of the rental payments, but is 
allowed deductions for depreciation 
and interest. The lessee can also 
deduct taxes and other costs associ­
ated with the ownership and use of 
the property. In addition, the lessee 
is considered to have purchased 
used section 38 property, and is en­
titled to claim the investment credit.
The reader will recall that provi­
sions of the law relative to pass 
through of investment credit to the 
lessee require that (1) the property 
be new, and (2) the useful life for 
computation of qualifying property 
be the useful life to the lessor. 
However, in the example described 
in this revenue ruling, the lessor is 
not passing the credit through to the 
lessee. The lessee has actually 
purchased the property and is en­
titled to the credit regardless of the 
actions of the lessor. So, the lessee 
gets the investment credit even 
though the property is not new. In ad­
dition, the useful life for purposes of 
computing the credit is the useful life 
to the lessee rather than the useful 
life to the lessor.
Summary
In a lease transaction, the invest­
ment credit on the leased property 
may be passed from the lessor to the 
lessee provided two conditions are 
met. First, the lease property must be 
new section 38 property. Second, the 
lessee must use the property’s useful 
life to the lessor in computing the in­
vestment credit. The second condition 
prevents the lessee from getting 
maximum possible investment credit 
in certain cases. A lessee cannot get
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additional investment credit by 
purchasing leased property after 
being denied the credit because of 
lessor's failure to pass the credit 
through or because of the limitation 
related to lessor's useful life.
However, as this article has dem­
onstrated. statutory law, case law, 
and revenue rulings support the view 
that certain types of leases should 
be accounted for as installment 
purchases of property. With these 
leases, the credit is available to the 
lessee whether the property is new or 
used, and the credit on the leased 
property is computed based on the 
useful life to the lessee. Also, the 
credit to the lessee is not contingent 
on the lessor electing to pass the 
credit through.Ω
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